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MVEMORANDUM OPI NI ON

LARO Judge: Petitioners petitioned the Court to
redeternm ne respondent’'s determ nation of an $8,982 deficiency in
their 1992 Federal inconme tax, a $2,245 addition to tax under
section 6651(a)(1l), and a $1, 796 accuracy-rel ated penalty under

section 6662(a).



After concessions by the parties, we decide the foll ow ng
i ssues for 1992:!

1. \Whether petitioners must include in incone $27,998 from
the sale of real property. W hold they nust to the extent set
forth herein.

2. Whet her petitioners are entitled to Schedule A item zed
deductions of $11,305. W hold they are to the extent set forth
her ei n.

3. \Whether petitioners are entitled to Schedul e C expenses
of $21,578. W hold they are not.

4. \Vhether petitioners are liable for self-enploynent tax
of $4,246. W hold they are.

5. Wiether petitioners are |iable for the addition to tax
under section 6651 determ ned by respondent. W hold they are.

6. Wiether petitioners are |liable for the penalty under
section 6662 determ ned by respondent. W hold they are.

Unl ess otherwi se noted, section references are to the
I nternal Revenue Code in effect for 1992. Rule references are to
the Tax Court Rules of Practice and Procedure. References to

petitioner are to Ron L. Stevenson.

!Respondent briefed the i ssue of whether petitioners were
entitled to a dependency exenption for their daughter, Jil
Stevenson. Petitioners specifically conceded this issue at
trial, and we do not address it herein.
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Backgr ound

Sone of the facts are stipulated and are so found. The
stipulated facts and the exhibits submtted therewith are
i ncorporated herein by this reference. Petitioners resided in
| oni a, M chigan, when they petitioned the Court.

Petitioner has been a real estate broker for over 20 years.
He was sel f-enpl oyed during 1992 and reported the incone and
expenses of his business for Federal incone tax purposes on a
Schedule C. CGayle R Stevenson was enpl oyed by the lonia County
Heal t h Depart nent.

On May 18, 1973, petitioners purchased lots 24 and 25 (the
| ots) of a devel opnent known as Meadowl and Estates #1 for $4, 900
(%$2,450 per lot). Petitioners held the Iots for investnment and
not in connection with petitioner's real estate business. 1In
1992, petitioners sold both parcels for a contract price of
$28, 000. The title conpany which handl ed the cl osi ng reduced
the proceeds remtted to petitioners by $208 in selling expenses
and by $1,557 in delinguent taxes on the property for 1988
t hrough 1991.

Petitioners filed their 1992 Federal inconme tax return on
January 19, 1995. Petitioners did not report any incone or gain
fromthe sale of the lots. Petitioners clainmed total Schedule A

item zed deductions of $11, 305, conprising $1,292 in nedical



expenses, $2,732 in taxes,? $941 in nortgage interest, and $6, 340
in charitable contributions. Petitioners clainmed Schedule C

busi ness expenses of $21,578, including expenses for adverti sing,
utilities, and insurance expenses. By notice of deficiency dated
January 2, 1998, respondent determ ned petitioners had $27,998 in
ordinary income fromthe sale of the lots, which represents the
sale price ($28,000) less $2 in adjusted basis. Respondent al so
di sal | oned petitioners' clainmed Schedule A and Schedule C
deductions for |ack of substantiation.

Di scussi on

Before turning to the substantive issues, we address a
nmoti on nmade by petitioners at trial to dismss for |ack of
jurisdiction. Petitioners allege this Court |acks jurisdiction
because the period of Iimtations for assessnent has expired.
Petitioners' notion lacks nerit. Petitioners' 1992 return was
due April 15, 1993. Petitioners filed their 1992 return on
January 19, 1995, and respondent had at | east 3 years after that
to assess tax for that year. See sec. 6501. Respondent issued
the notice of deficiency before the expiration of this 3-year
period, which tolls the applicable assessnent period. See sec.

6503. Moreover, the period of |imtations is an affirmative

20 this anmount, $2,129 was for real property taxes.



defense and not a bar to jurisdiction. See Rule 39. W wll
deny petitioners' notion.

We turn to the substantive issues, on all of which
petitioners bear the burden of proof. See Rule 142(a); Welch v.
Hel vering, 290 U. S. 111 (1933). Section 61(a) provides that
gross incone includes incone fromwhatever source derived,

i ncluding gains derived fromdealings in property. See sec.
61(a)(3). The gain fromthe sale of property is the excess of
the anount realized over the taxpayer's adjusted basis in the
property. See sec. 1001(a). GCenerally, the adjusted basis in
property is its cost, see sec. 1012, and the expenses of the sale

reduce its sale price, see, e.g., Southern Pac. Transp. Co. V.

Commi ssioner, 75 T.C. 497, 586 n.86 (1980) (and the cases cited

therein); see also Lanrao, Inc. v. United States, 422 F.2d 481

(6th CGr. 1970). Petitioners' amount realized fromthe sale of
the lots was $27,792 ($28,000 - $208), and their adjusted basis
in the lots was $4,900. Petitioners, therefore, realized a
$22,892 gain on the sale, which nust be recognized as a capital
gain. W sustain respondent's determ nation on this issue to the
extent of $22,892.

Respondent's argunment that petitioners' adjusted basis in
the property was $2 is without nerit. Petitioner established
t hrough docunentary and testinonial evidence that he paid $4, 900

for the lots, and the |anguage in the deeds that the
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consideration was "one dollar"” is not controlling. W are also
unper suaded by respondent's argunent that petitioners realized
ordinary inconme fromthe sales. Wile petitioner was a rea
estate broker by profession, the evidence established that the
lots, which petitioners held for over 20 years, were not held in
connection with petitioner's business.

Petitioner claimed item zed deductions of $11, 305,
conprising $1,292 in nedical expenses, $2,732 in taxes, $941 in
nortgage interest, and $6,340 in charitable contributions.
Deductions are a matter of |egislative grace, and taxpayers nust

establish entitlenent to them See Deputy v. DuPont, 308 U. S.

488, 493 (1940). Petitioners are required to keep books and
records to substantiate cl ai ned expenses. See sec.

1.446-1(a)(4), Income Tax Regs. Petitioners have proven they
paid $1,557 in real property taxes on the lots during 1992,
Petitioners, as cash nethod taxpayers, are entitled to deduct the

taxes when paid. See sec. 164; Mtchell v. Conm ssioner, T.C

Meno. 1983-155. As to the $9,748 bal ance of item zed deductions
(%11, 305 - $1,557), petitioners neither presented docunentary
evi dence nor proffered specific and convincing testinony
substantiating the deductions. Petitioners have failed to neet
their burden of proof, and we sustain respondent's determ nation

to the extent of $9, 748.



Petitioners claimed Schedul e C busi ness expenses of $21, 578,
i ncl udi ng expenses for advertising, utilities, and insurance
expenses. Section 162 provides for deduction of all ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on a trade or business. Petitioners presented no
evi dence, docunentary or otherw se, to substantiate these
expenses, and we sustain respondent's determ nation on this
i ssue.?®

As to self-enploynent tax, petitioner was a sel f-enpl oyed
real estate broker during 1992, and reported the incone and
expenses of his business on Schedule C. Petitioner presented no
evidence on this issue. W hold petitioner's incone fromself-
enpl oynent is subject to self-enploynent tax, see secs. 1401 and
1402, and we sustain respondent's determ nation on this issue.

Respondent determ ned that petitioners are liable for the
addition to tax under section 6651(a)(1). That section reads in

pertinent part:

Whi |l e petitioners do not argue application of the rule
articulated in Cohan v. Comm ssioner, 39 F.2d 540 (2d Cr. 1930),
affg. in part and revg. in part 11 B.T.A 743 (1928), we note it
does not apply to this case. In Cohan, the court allowed the
taxpayer to make a reasonabl e approxi mati on of deductions through
the use of detail ed evidence of the anpbunt of his expenditures,
even though the taxpayer could not establish the exact anounts.
See id. at 544. Petitioners presented no testinony to which we
coul d apply the Cohan rule.
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In case of failure * * * to file any return * * * on
the date prescribed therefor * * * unless it is shown
that such failure is due to reasonabl e cause and not
due to willful neglect, there shall be added to the
anount required to be shown as tax on such return 5
percent of the anobunt of such tax if the failure is for
not nore than 1 nonth, with an additional 5 percent for
each additional nonth or fraction thereof during which
such failure continues, not exceeding 25 percent in the
aggr egate.

To escape the addition to tax for filing |ate returns,
petitioners have the burden of proving (1) that the failure to
file did not result fromw l|ful neglect, and (2) that the

failure was due to reasonabl e cause. See United States v. Boyl e,

469 U. S. 241, 245 (1985). Reasonable cause requires taxpayers to
denonstrate that they exercised "ordinary business care and
prudence” but neverthel ess were "unable to file the return within
the prescribed tine." Sec. 301.6651-1(c)(1), Proced. & Adm n.
Regs.

Petitioners' 1992 return was due April 15, 1993. See sec.
6072. Petitioners filed their return on January 19, 1995. The
record in this case is void of any evidence of the reason for
this failure to file tinmely. Thus, the record is devoid of
evidence that the failure was for reasonable cause. W sustain
respondent’'s determi nation of the addition to tax under section
6651(a) (1).

Respondent determ ned petitioners are liable for the

accuracy-rel ated penalty under section 6662(a) and (b)(1) for



both years in issue. This section inposes a penalty equal to 20
percent of the portion of an underpaynent that is attributable
to, anong other things, negligence. Petitioners wll avoid this
penalty if the record shows that they were not negligent; i.e.,
they nade a reasonable attenpt to conply with the provisions of
the Internal Revenue Code, and they were not carel ess, reckless,
or in intentional disregard of rules or regulations. See sec.

6662(c); Accardo v. Conm ssioner, 942 F.2d 444, 452 (7th Cr

1991), affg. 94 T.C. 96 (1990); Drumyv. Conm ssioner, T.C Meno.

1994- 433, affd. w thout published opinion 61 F.3d 910 (9th Cr
1995). Negligence connotes a |l ack of due care or a failure to do
what a reasonabl e and prudent person would do under the

circunstances. See Allen v. Conm ssioner, 92 T.C. 1 (1989),

affd. 925 F.2d 348 (9th Gr. 1991); Neely v. Conm ssioner, 85

T.C. 934, 947 (1985). This penalty is not applicable to any
portion of an underpaynent to the extent that an individual has
reasonabl e cause for that portion and acts in good faith with
respect thereto. See sec. 6664(c)(1).

Petitioners put forth no evidence fromwhich we could
concl ude they were not negligent or that reasonabl e cause existed
for the failure to report inconme or for the disallowed itens. In
fact, petitioner admtted at trial that he did not report all his
inconmre and he did not explain this failure. W sustain

respondent’'s determ nation on this issue.
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I n reaching our decision, we have considered all argunents
made by the parties and, to the extent not addressed herein, find

themirrelevant or neritless. To reflect the foregoing,

An appropriate order will be

i ssued, and decision will be

entered under Rul e 155.




